
 

 

 

Income Tax Simplification 

ISSUE 

This Issue Review examines alternatives for simplification of the individual income tax return. 

AFFECTED AGENCIES 

Department of Revenue and Finance 

CODE AUTHORITY 

Chapter 422, Code of Iowa 

INDIVIDUAL INCOME TAX SIMPLIFICATION 

Simplification of the tax code can be done in various ways.  As most often used, it can be the 
simplification of the forms used by the public to file their personal income taxes.  In Iowa, due 
to a number of differences between Iowa and federal treatment of income, preferences, and 
credits, a significant difference in the calculation of tax liability occurs.  The result is that 
Iowa’s 1040 form contains 75 lines while the federal 1040 form contains 59 comparable lines.  
Simplification can also mean simply reducing the number of credits, exemptions, and 
preferences contained in the Iowa tax form. 
 
Benefits of Simplification 
 
The primary benefits resulting from simplification of the Iowa tax system would be to allow 
more taxpayers to prepare their own return and reduce processing and compliance costs to 
the Department.  Other advantages include increased compliance on the part of taxpayers 
due to reducing the number of errors possible, and reduced preparation fees paid by 
taxpayers. 
 
Individual income tax return processing, associated compliance issues, and taxpayer services 
are a significant, although unquantified, expense to the Department of Revenue and Finance 
(DRF).  Relatively more complex tax requirements result in reduced compliance through 
errors on the part of the taxpayer.  To reduce the number of errors or complexity, many 
Iowans utilize a preparer to simplify their tax filing.  Iowa’s rate of federal returns with a 
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preparer’s signature is higher than the national average for the federal return.  Nationally, 44.0% of 
federal returns include a preparer’s signature, while Iowa’s rate is 58.0%.  If Iowa’s rate fell to the 
national average, approximately 182,000 returns would be completed by the taxpayer rather than 
turning to a third party.  If it is assumed that each return costs, on average, $75 to complete; the 
overall savings to Iowa taxpayers would be approximately $13.7 million annually.  
 
There are three main ways to simplify the Iowa income tax form.  All of these options will in one 
way or another be achieved by fully coupling Iowa’s definitions to federal definitions.  The three 
options include: 
 

• Coupling to the federal definition of Adjusted Gross Income (AGI) 

• Coupling to the federal definition of Taxable Income 

• Coupling with the federal definition of Tax Liability 
 
In the broadest sense, complexity is a function of defining taxable income, not multiple rates. 
 
Coupling to Federal Definition of Adjusted Gross Income 
 
For the most part, there are few differences between Iowa AGI and federal AGI.  The 1998 General 
Assembly removed one of the major differences when it made public employee pension 
contributions pre-tax for State income tax purposes effective for calendar year 1999.  Another 
major difference is the treatment of Social Security benefits.  Iowa taxes up to 50.0% of the benefit, 
while the federal government taxes up to 85.0% of the benefit.  The third major difference is the 
treatment of capital gains on the Iowa form.  Iowa has a relatively limited capital gains exclusion 
which applies only to a relatively small set of activities qualifying for the exclusion.  The final 
difference between Iowa and the federal form is the 100.0% exclusion of health and nursing home 
insurance.   

There are also a number of items which Iowa cannot include in income due to constitutional 
restrictions.  These include federal railroad retirement benefits, interest from federal securities, and 
foreign dividend tax credits, to cite a few.  No matter what starting point Iowa chose for individual 
income taxes, these items would have to be reduced from federal AGI to achieve an Iowa AGI. 

Coupling with the federal definition of AGI would require relatively minor revisions (compared to the 
other two options) in the tax brackets if the proposal’s goal was to remain revenue neutral. 
Coupling to the Federal Definition of Taxable Income 
 
Coupling with Federal Taxable Income (FTI) would result in adopting the federal definitions and 
amounts contained in the standard deduction and the phase out of deductions above certain 
income levels.  If this definition were adopted, it would still permit Iowa credits and surtaxes 
currently in place, except for deductibility of federal taxes.  Those credits which would still be 
available include the earned income credit, the tuition and textbook credit, and the school district 
and emergency medical services surtax.  If Iowa adopted the federal definition of taxable income, 
rates would decrease due to eliminating federal deductibility, 41 lines would be removed, and the 
form would be one page.  

Table 1 on the following page shows the tax year 1998 standard deduction for Iowa and the federal 
return. 



ISSUE REVIEW 3 November 20, 1998 

 

 
Table 1 

Iowa and Federal Standard Deductions 

*Amount per taxpayer, total $2,880 for a couple. 
N/A = not applicable 

 
Another significant change resulting from coupling with the federal definition of taxable income 
would be the extension of the federal rate difference in the taxation of capital gains.  It is assumed, 
under this option, that inherent in fully coupling with FTI is fully coupling with the federal Schedule 
C, which includes the 20.0% capital gains tax rate.  In 1997, Congress reduced the maximum long-
term capital gains tax rate of most taxpayers to 20.0% for assets held longer than 18 months.  Iowa 
has a very limited capital gains exclusion, which benefits a relatively narrow set of circumstances.  
For example, stocks held longer than 18 months would be eligible for the federal rate of 20.0%, 
while in Iowa they are taxed as ordinary income at the taxpayers marginal tax rate (maximum of 
8.98%). 
Coupling with the Federal Definition of Tax Liability 
 
If Iowa chose to couple with federal tax liability, there would be a significant change in tax rates, 
even if the amount of overall tax receipts remained the same.  The effective rate would be 
approximately 27.0% of federal tax liability.  This method would have the advantage of eliminating 
the most lines from the tax form.  The State could still have as many or as few brackets as it chose, 
although by using federal tax liability at a flat rate, much of the progressivity that exists in the 
federal system would be retained in the Iowa system.  One change from the current system is that 
reductions in federal tax liability would also reduce State revenues, compared to the current system 
where reductions in federal taxes result in increased revenues.  To retain adequate revenues, it 
may be necessary to change the tax rate on a more frequent basis than has been done under the 
current system.  However, under this system, there would be no need to pass an Internal Revenue 
Code (IRC) update bill every year, because coupling would be an automatic process. 
Table 2 illustrates the number of lines which could be eliminated from the Iowa 1040 tax form if the 
State chose to fully couple with federal definitions.  Currently, the Iowa 1040 tax form contains 75 
lines, while the federal return contains 59 comparable lines.  The number of lines eliminated 
assumes the State form utilized the federal figure for each of the definitions listed in the table.  It 
also assumes that no adjustment lines are added due to the constitutional restrictions on state taxation listed 
on page 2, which would result in the addition of a few lines to the tax form.  

 
Table 2 

Lines Eliminated from the Iowa 1040 Tax Form by Coupling to Federal Definitions 

 
Standard Deductions 

  
Iowa 

  
Federal 

Single  $ 1,440 $ 4,250 
Married Joint / Qualifying Widow(er)  3,550   7,100 
Head of Household  3,550   6,250 
Married Separate  1,440   3,550 
Married Separate - Joint Return  1,440 * N/A 

 
 
 
 

Federal Definition 

 Approximate 
Number of Lines 
Eliminated from 
Iowa Tax Form 

1040 
Adjusted Gross Income  25 
Taxable Income  41 
Tax Liability  59 
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Computed Tax Rates  
 
Utilizing federal Statistics of Income (SOI) data, it is possible to calculate the revenue neutral 
average tax rate for each of the three alternatives discussed above.  These include coupling with: 
 

• Federal AGI 
• Federal Taxable Income 
• Federal Tax Liability 

 
By utilizing three years (tax years 1992 - 1995) federal income data and State personal income tax 
collections, it is possible to arrive at an effective tax rate which is roughly revenue neutral.  A 
significant limitation of the data is that it does not include nonresidents who file Iowa income taxes.  
However, it does provide the relative scale of each option.  For the option of Federal Tax Liability, it 
is important to note that because tax liability (amount a taxpayer actually pays) is much smaller 
than the taxpayer’s income, it is necessary to have a much higher rate, although the amount the 
taxpayer pays is roughly the same, regardless of the rate.  It should be noted that the data for the 
available years does not include the recent changes in either the federal or State tax systems (e.g., 
the federal capital gains tax rate or the State 10.0% income tax reduction).  Adjusting for this, it is 
very likely that the effective tax rates for the three options would increase to remain revenue 
neutral.  Because long term capital gains are taxed at a lower rate, the overall effective tax rate 
would have to increase to collect the same amount of revenue. 
 

Table 3 
Revenue Neutral Average Tax Rates 

 

 
Eliminating or Reducing the Number of Brackets 
 
On the federal level there has been significant discussion concerning moving to a single tax 
bracket, the so-called “flat tax.”  In Iowa’s case, unless there are changes in how tax liability is 
calculated, a single bracket will not result in any simplification in the Iowa tax code.  Because 
virtually all individuals either use a computer program or the tax tables at the back of the tax 
booklet in determining their tax liability, changing the number of brackets makes no difference in 
complexity of the calculation.  Whether there is one tax bracket, nine, or 100, only one tax table is 
created. 

Any time the number of tax brackets is reduced, there is going to be significant differences in the 
tax liability of income groups.  When reducing the number of brackets from nine to three (for 
example) and assuming such a proposal would be revenue neutral, there will certainly be shifts in 
tax liability among different income classes.  While the overall impact may be revenue neutral, it is 
difficult to eliminate tax shifts among groups.  The issue is minimizing these shifts as much as 
possible.  
Married Filing Separately on a Combined Return 

Starting Point  Effective Tax Rate 
Current Iowa Tax Structure (Tax Year 1995)   3.98% 
Federal AGI   3.46% 
Federal Taxable Income   5.38% 
Federal Tax Liability  26.35% 
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One aspect of the Iowa System which results in significant complexity for the average taxpayer is 
Filing Status 3 (Married Filing Separately on a Combined Return).  From the taxpayer’s perspective 
this adds to the complexity of filing because many taxpayers must figure their taxes two ways, 
separate on a combined return and married joint, to figure their minimum tax liability.  Couples must 
also apportion their income and deductions to take advantage of Filing Status 3, which is 
something that is not done on the federal level (unless they choose to file Married Separate on the 
federal level).  Filing Status 3 provides for reduced tax burden for many individuals because each 
taxpayer is able to take advantage of the lower rates in the brackets.  For couples where one 
spouse earns most of the income, this may not be a benefit because the standard deduction on the 
individual level is $1,440 for each filer versus $3,550, resulting in a lower standard deduction and 
hence higher tax liability.  Eliminating Filing Status 3 would make computation of State tax liability 
much easier, but would result in increased tax liability for some taxpayers. 
Federal Deductibility 
Iowa is one of nine states that permits either full or partial deductibility of federal income tax liability 
in computing State tax liability.  Coupling with the federal AGI would not affect federal deductibility, 
but coupling with federal taxable income or federal tax liability (if no other changes were made to 
the structure of the forms) would eliminate federal deductibility.  This does not mean it is impossible 
to  couple to one of these two federal definitions and then make an adjustment which would in 
effect allow for continued federal deductibility.  Please see the Issue Review titled “State 
Deduction for Federal Income Tax” issued June 15, 1994, for a more complete discussion of the 
issues surrounding federal deductibility.  
Transition Issues 
A number of issues exist any time significant changes are made in a taxation system.  In Iowa’s 
case any change in the starting point which eliminates federal deductibility would result in 
significant difficulties for different taxpayers.  The last federal estimate payment for a calendar year 
is not due until after the beginning of the next calendar year.  If federal deductibility were eliminated 
(e.g., on January 1), the taxpayer would not receive credit for federal taxes paid during the 
preceding tax year when federal deductibility was still allowed.  Also, since taxpayers pay their 
liabilities using different payment methods (withholding, declarations, or final payments) this can 
result in equity problems between taxpayers who pay differently.  One option for coping with this 
problem is to allow deductibility of payments (final payments, estimated tax payments, and audit 
payments) made only for those years previously deductible. 
Other States 
 
Iowa is in the majority of states which use federal AGI as the starting point in determining tax 
liability.  Approximately 22.0% of the states use either federal tax liability or federal taxable income.  
For example, Minnesota uses federal taxable income as the starting point.  The charts on the 
following page show the distribution of starting points in determining state tax liability and a map of 
the states surrounding Iowa.  Few states use federal tax liability as the starting point, but both 
Rhode Island and Vermont are good examples of this method.  Included as Attachments A, B, 
and C are copies of the Iowa 1040 tax form (A), Minnesota’s tax form (B), and Rhode Island’s tax 
form (C).  
Key Decisions 
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The key decision which needs to be made regarding simplification is the overall method which is 
most desirable to policy makers (i.e., coupling with federal AGI, taxable income, or tax liability).  
Each revenue neutral option has it’s own set of related issues, including federal deductibility, 
married separate - combined return and transition issues, to name a few.  Once the overall course 
is decided upon, it allows both the LFB and the DRF to begin a thorough analysis of the impact on 
a variety of taxpayers and the overall State budget. 
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